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Abstract

The European Internal Energy Market consists of many interconnected market zones. Unless transmission capacities are con-
strained, these market zones share capacity assets and injected energy to the benefit of the system. Market and price coupling
allows making use of resources more efficiently. These efficiency gains are grounded on the harmonization of system operation
and market rules. However, various capacity mechanisms (CMs) are put in place on national level that undermine the process of
harmonization and complicate efficient market coupling. This paper addresses the inefficiencies caused by non-harmonized CMs.
We propose a novel model formulation including generators, a market operator, an interconnection operator and an aggregated set
of consumers. The model combines market clearings with investment decision in generation and transmission. The formulation
allows for multiple market zones with different CMs. The model is set up as non-cooperative game whose properties are analyzed
through the computation of a Nash Equilibrium. The model quantifies average cost, energy not served, and reserve margins per
zone and system. The changing net exchange between markets and installed capacities are evaluated. A case study with three
zones highlight the inefficiencies of wrongly estimating the contribution from neighboring market zones. These can be reduced
by a shared assessment of capacity demands in coupled CMs and cross-border participation. A sensitivity analysis distinguishes
explicit and implicit cross-border contributions. The results suggest that a common approach to CMs yields beneficial outcomes
from a regional perspective. However, wrong estimation (under or over) of cross-border participation leads to different economic
inefficiencies.
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1. Introduction However, there are doubts about the capability of the cur-
rent market to attract adequate investments to ensure the cur-
rent level of security of supply. The European Commission [1]
acknowledges that shortcomings of the current market arrange-
ments reduce the attractiveness for new investments.

CMs are considered in many EU Member States as a means

to address national concerns about generation adequacy. Mar-

This paper addresses the current discussion about the imple-
mentation and harmonization of capacity mechanisms (CMs) in
EU Member States. In order to quantify the inefficiencies that
result from non-harmonized CMs, we highlight important mar-
ket parameters that affect the efficiency of CM harmonization

and cross-border participation.

1.1. Internal Energy Market and capacity mechanisms

The European Internal Energy Market (IEM) consists of
many interconnected market zones. Unless transmission capac-
ities are constrained, these market zones share capacity assets
and injected energy to the benefit of the system. The overar-
ching target set by the European Commission for the IEM [1]
is to create an adequately interconnected, market-based energy
system. Market signals should create incentives for necessary
investments into generation and transmission. Such a market
would yield the economically most effective outcome and min-
imize the need for state-planned investments.
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ket frameworks are redesigned accordingly [2]. CMs can take
various forms, such as direct capacity payments, market-wide
capacity markets, reliability options, or targeted strategic re-
serves. Their varying working principles, participation rules
and impact on the market outcome have been discussed and
analyzed. An overview of currently implemented CMs can be
found for example in [3]. A recent survey shows that many mar-
kets worldwide implement CMs for different reason including
lack of interconnection, increased shares of Renewable Energy
Sources (RES), or seasonal demand fluctuations [4].

However, in the context of the European IEM, non-harmo-
nized CMs in the interconnected energy system is an additional
threat for the efficiency of the market operation. According
to [5], different degrees of harmonization are possible. How-
ever, national market redesigns seem to aim at national gener-
ation adequacy rather than seeking a wider regional coordina-
tion. The resulting patchwork of different CMs undermines the
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harmonization process. The European Commission [1] clearly
states that if implemented, CMs should be designed to mini-
mize distortions to the IEM.

In a setting with CMs, the participation in the CM of ca-
pacity suppliers from neighboring markets, i.e., cross-border
participation, is promoted to increase efficiency. Following the
European Commission [6], cross-border participation ensures
incentives for continued investment in interconnection and re-
duces the long-term costs of security of supply. However, the
efficiency depends on how remunerations are affected and the
decision-making of market participants changed accordingly.
Variations in remuneration of assets in the individual markets
could lead to welfare losses [7].

1.2. Cross-border participation in capacity mechanisms

Assuming that the decision for or against a CM was taken
based on clearly identified needs, cross-border participation is
a means to make best use of assets in neighboring markets that
contribute to generation adequacy. For that reason, the Euro-
pean Commission [8] argues that generation adequacy assess-
ments need to take into account interconnection capacity and
non-domestic generation capacity.

In the literature and in current implementations different
forms of cross-border participation can be identified:

e No participation: Non-domestic capacity cannot participate
because flows during scarcity are assumed unreliable, e.g.,
in Spanish, Portuguese capacity payments [6];

o Implicit participation: Non-domestic capacity is deducted
from the capacity demand or implicitly accounted for as zero
bids, e.g., Italian reliability options [6], Belgian strategic re-
serves (SR) [9];

o Explicit participation: Non-domestic capacity or intercon-
nectors directly participate and compete with domestic sup-
ply. Participation is limited by the de-rating of generation
and / or interconnection capacity, e.g., interconnector partic-
ipation in Great Britain (GB) capacity market [10].

While implicit participation is considered easier to imple-
ment because of its estimation during capacity demand assess-
ments, explicit participation and the associated de-rating of ca-
pacity might be challenging [11]. The de-rating of capacity
is linked to the question of ensuring delivery during scarcity
events and the possibility to participate in multiple CMs in neigh-
boring markets. In order to limit the necessary assessments to
few interconnection capacities, the interconnector model is pre-
ferred by multiple studies. The delivery is easier to follow and
the approach offers a direct investment signal for interconnec-
tion capacity [12, 13]. These capacity-based price signals for
interconnection improves their economic efficiency [7].

Alternatively, a generator model, i.e., participation of non-
domestic capacity, would require an additional auctioning of
transmission capacity in either an implicit or an explicit form
comparable to practice for energy markets. This could indi-
rectly also provide an investment signal for interconnection ca-
pacity.

Several recent studies [14, 15, 16] show that the harmoniza-
tion of the CMs itself, combined with cross-border participation

across multiple markets, is beneficial. Non-harmonized imple-
mentations of CMs could reduce economic efficiency and even
negatively affect the security of supply. Moreover, the imple- 100
mentation of a CM in one market may cause pressure on neigh-
boring countries to implement a CM as well [15]. In addition

to harmonization, [16] highlight that a regional capacity assess-
ment and sound de-rating is crucial for the efficiency.

As a goal for harmonization, one could target a fully har- 105
monized and coupled market-based CM with cross-border par-
ticipation of de-rated generation, load, or storage. The cross-
border participation would be determined based on capacity
price differentials similar to the energy market. The resulting
congestion rents provide a market-based signal for interconnec- 110
tion investment, similar to the interconnector model.

1.3. Models for interconnected capacity mechanisms

Different approaches for the assessment of the effects of
non-harmonized CMs and cross-border participation can be found
in the literature. For example, large-scale system cost min- 115
imization models are used [11, 16]. These models focus on
potential cross-border participation via probabilities of contri-
bution to security of supply but they do not differentiate among
different CMs. [15] proposes an agent-based model with expert-
rules to judge investment based on net present value (NPV)ina 12
setting with interconnected SR and capacity markets. However,
no cross-border participation is included. [14, 17] apply styl-
ized analytical equilibrium models. These models are limited
in the representation of operational details and RES participa-
tion. Based on a load duration curve, their models quantify 1
price, capacity and welfare effects.

An equilibrium model with hourly operational details and
representation of different CMs is proposed in [18]. Market
participants are modeled as individual agents that take invest-
ment and operational decisions under the assumption of perfect 130
competition. The model is extended in [19] to two symmetrical
interconnected market zones. Its focus is to analyze the impact
of increasing interconnection capacity on generation adequacy
with different combinations of CMs. However, the model does
not account for cross-border participation and only provides re- 1
sults in a symmetrical case. In this paper, we formulate an ex-
tension to that model which allows for more far-reaching stud-
ies.

1.4. Contributions

The contribution of the paper is threefold. First, we pro- 1o
pose a novel model formulation to represent a market setting
of interconnected market zones that may implement different
CMs. In particular, this can be in form of SR or a capacity mar-
ket. Hereby, the model is not limited in the number of market
zones or configuration of the CMs. In comparison to similar s
model approaches, the proposed model combines hourly tem-
poral resolutions for operational details with investment in gen-
eration and transmission. Additionally, the modeling approach
incorporates the possibility to study cross-border participation
in CMs, which is assumed either to be implicit or explicit. 150
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Second, we apply game theory to the proposed model for-
mulation and set up a non-cooperative game. Each market par-
ticipant acts independently and simultaneously. It selfishly max-
imizes its own utility, e.g. profits or surplus. We apply the so-
lution concept of Nash Equilibrium (NE) and use the obtained
equilibrium for the economic interpretation of different market
settings. We apply the proposed model in a case study with
three markets including different scenarios. The scenarios dif-
fer in the choice of CMs and the incorporation of cross-border
contribution.

Finally, the obtained equilibria are compared based on indi-
cators derived from the installed capacities, market prices and
market volumes. We use the results for an economic analy-
sis. The results are used to quantify efficiency losses caused by
non-harmonized CMs. Generalizable findings are put forward
by clearly pointing out the benefits of harmonizing CMs and
studying the efficiency gains through cross-border participation.
An additional focus is put on the de-rating of interconnections
and its implication on the system cost and reliability.

The paper is organized as follows. Section 2 describes the
mathematical formulation of the game including the optimiza-
tion problem of all market participants. Section 3 outlines the
case study and the assumed scenarios. The results of the case
study are summarized and discussed in Section 4. The paper
ends with conclusions presented in Section 5.

2. Multi-market model with capacity mechanisms

In this section, the proposed market model is introduced.
The assumption about the modeled CMs are outlined. The
game-theoretic model with the agents is described. The agents
include generators, a market and an interconnection operator,
and non-atomic consumers aggregated as a single agent. Ta-
ble 1 lists all used symbols.

2.1. Markets for energy, RES certificates, and capacity

We build upon the model descriptions of markets for en-
ergy, RES certificates, and capacity provided in [18, 19]. Four
different markets are implemented in the model (Fig. 1).

First, an hourly market for energy represents the predomi-
nant energy markets implemented in many market zones (Fig. 12).
The hourly demand for energy is assumed to be moderately
price-elastic resulting in a sloped demand curve up to the price
cap, A, set for each market zone z € Z. The slope is defined by
a reference price, /lg#, and an inverse price-elasticity, M. An
extended discussion on modeling price-elastic demand is pro-
vided in [20].

Second, a market for RES certificates is introduced (Fig. 1b).
This market represents a minimum demand for energy originat-
ing from RES in each market zone z € Z. The demand is as-
sumed to be inelastic and the remuneration for RES can reach
up to a maximum price, /l_f The resulting price, A7, forms an
additional revenue stream for RES.

Third, we model the contracting of SR (Fig. I¢) in the mar-
ket zones z € Z% C Z. The model follows current market
implementations as for example the Belgian SR [9]. Capacity
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Figure 1: Schematic demand curves for the four different markets. The graphs
show for each market a market clearing, the resulting consumer surplus (colored
area), and the associated clearing price (AZ,, A7, %%, Asem)-

contracted in the SR is taken out of the energy market. The de-
mand of the SR, Dzi,, is assumed to be inelastic. The contracted
capacity is remunerated with the resulting capacity price A

ST
75

This capacity price is limited by a price cap, E, equal to the
Cost Of New Entry (CONE). The contracted capacity in market
zone 7% is only activated by the system operator to prevent En-
ergy Not Served (ENS), hence, only if the energy market cannot
clear demand and supply in market zone z*. Therefore, the acti-
vation price of SR is equal to the price cap on the energy-based
market, /1;,.

Fourth, a market-wide capacity market (Fig. 1d) is mod-
eled following current implementations in place, e.g., in GB
[10]. For each market zone z™ € Z°™ C Z, a sloped capacity
demand curve is defined around three price-quantity points de-
fined by the system operator. A target demand, D;”‘m#, is valued

cm#

with a target price, AZn", typically set to the Net Cost Of New
Entry (Net CONE). A minimum demand for capacity, D7y is

valued with the maximum price, /125.2. The maximum demand,

@ defines the maximum volume for which a capacity price
is paid.

We assume that an hourly energy market and a market for
RES certificates are part of each market zone. The implemen-
tation of a CM is case-dependent.

2.2. Capacity expansion planning in multiple market zones

We propose a non-cooperative game with market clearing
conditions. The schematic set-up of the model is presented in
Fig. 2. Different agents compete and take decisions about mar-
ket volumes and market prices independently and simultane-
ously. The set of agents is defined as A := (G;)ieny U {c} UIO U
MO. It contains price-taking generators (G;);ep, a price-taking
consumer c, a price-taking operator of the interconnector IO,
and a price-setting market operator MO.

Formally, each agent a € A decides on its strategy y, that is
in its set of strategies X,. We denote X := X,caX, as the set of
all possible combinations of strategies. The utility function of
each agent a € A is defined as I1, : X — R. This setting gives
rise to a non-cooperative game I' := (A, X, (I1,),e#), which is
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Table 1: Nomenclature

Sets
T Set of time steps ¢
Z Set of market zones z
zrcZ Set of market zones with strategic reserves
"mcZ Set of market zones with capacity market
A Set of agents
N Set of generators i
X; Set of strategies for generator i
X, Set of strategies for consumer ¢
Xio Set of strategies for interconnection operator IO
Xmo Set of strategies for market operator MO
X Set of all combinations of strategies

Parameters
W, Weighting factor of each time step
F ;,rzsr’ F C ma  De-rating factor for interconnection
Cﬁ Variable cost of generation EMWh
CtI Annualized fixed cost EMW
R;; ramping capability %o/h
Ay Underlying profile of availability -
Fi. De-rating factor for RES energy -
F o, Fi.en  De-rating factor for capacity mechanisms -
D, Reference energy demand in zone z in ¢ MWh
a Reference price for energy in zone z €MWh
/l_§ Price cap for energy in zone z €MWh
M Inverse price-elasticity in market zone z €MWh?
D RES target in zone z MWh
/l_g Price cap for RES target in zone z €MWh
D;;, Volume of strategic reserve in zone z* MW
A% Price cap for strategic reserve in zone z* €EMW

Dg;‘,‘n# Target capacity demand in zone z°™ MW
D, @ Capacity demand limits in zone z°™ MW
/li?,“n# Target price cap for capacity in zone z°™ EMW
m Price cap for strategic reserve in zone z°™ €MW
Strategies of agents (decision variables)
Xi Strategy of generator i
izt Energy output of generator i in zone z MWh
cap;, Installed capacity of generator i in zone z MW
Tiz RES injection of generator i in zone z MWh
capy, « Capacity of i in zone z offered in zone z* MW
capil n Capacity of 7 in zone z offered in zone z°™ MW
Xec Strategy of consumer ¢
d;, Energy demand in z MWh
£, Energy Not Served in z MWh
I RES certificates not served in z MWh
8oy Generation from SR during activation MWh
I Capacity not contracted for SR MW
dim Capacity demand for capacity market MW
I Capacity not contracted for CCM MW
X10 Strategy of consumer 10
Sy Energy flows from zone z to zone z’ MWh
icap,y Interconnection from zone z to zone 7’ MW
Amo Strategy of consumer MO
A, Hourly price for energy output in zone z EMWh
A Price for RES injection in zone z €MWh
A, A Price for capacity in zone 7%, z°™ EMW
/lzfzs,, /li';‘cm Price for transmission rights from zone z to EMW

zsr’ Z(.‘m

formulated in strategic form. Each agent maximizes selfishly
its utility function I1,.

The strategies of all agents in A other than a are defined
as y.,. Formally, given the strategies of all the other agents in
A, x-a , €ach agent a € A solves independently and simultane-
ously:

max I, (ya, X-0)- M
Xa€Xa

The associated solution concept is that of a NE [21, 22]:
a strategy profile y* € X is a NE if, and only if, IT,(y*) >
I (Yar X20)s Yxa € XoVa € A. Assuming that the strategy
spaces of the agents are convex and bounded, it is possible to
prove the existence of a NE. Each agent’s utility function, the
set of strategies, and the optimization problem faced by each
agent are described in detail in the following sections.

In the proposed non-cooperative game, we do not model
any hierarchy or collusion of market participants in order to put
the focus on the difference in the chosen market setting of each
zone. An alternative approach could model, e.g., a market op-
erator anticipating on the generators’, consumer’s and intercon-
nection operator’s reaction in order to set capacity demand or
SR volumes. Such a formulation would yield a leader (market
operator), multi-follower (generators, consumer, interconnec-

tion operator) Stackelberg game, that can be formulated as a
bilevel optimization problem [23, 24]. Alternatively, a model
that extends on existing bilevel formulation for transmission
planning, e.g., [25, 26, 27, 28], could be extended to the pro-
posed framework with different CMs in multiple market zones.

2.3. Market operator MO

One market operator, MO, or price-setting agent sets the
prices for the different markets, Amo = (45, A7, /l;ﬂ, /l;’.‘;, /l;fzs,,
A%n) € Xyo, given the market volumes of the other agents
(xis X105 Xc)- Its utility function is the excess demand on the
markets, which is minimized. In other words, it sets the prices
such that the market clearing conditions are balanced (2a)'. We
can distinguish the prices for the different markets and zones.
The energy-market with energy imports and exports results in
an hourly price, A,. An annual price, A is set for RES cer-
tificates. Similarly, the CMs result in an annual price, /lii,, /lccrf‘n

!For readability, the prices for all market clearings are set by a single agent
operating all markets. However, the presented problem is separable into one
agent per market, as the utility function and constraints of the markets are not
interlinked.
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Figure 2: The figure shows schematically the volumes that are are exchanged among the agents. The depicted set-up shows two interconnected market zones of
which market zone z operates a capacity mechanism. The generators in zone 7/ may explicitly participate in the capacity mechanism. Their participation is limited

by their de-rated capacity F™

7'z

Additionally, the explicit auctioning of the transmission capac-
ity for cross-border participation in CMs in neighboring market
zones clear at a transmission price, A7 ., A7 %n. All prices are
limited by an associated price cap, (2b)- (Zg) This yields the
following mathematical formulation:

min  Iyio(Amos Xi> 10, Xe) =

AMo<€Xmo
DI LIRS YT NET IR L
2€2Z\Z" ieN 7eZ
+Z[ (thzt"’_gzt"'z(fz Zt zz t) dzt)
€25 ieN 7eZ
+> [,1; (- D;)]
€Z ieN
+ Z [ o (Z Z capiy om — dzm)
‘mezem 7eZ ieN
o3 0 (€ = P icaps o)
77eZ ieN
+ Z [/IZ\, (Z Z cap;y s + L — Di)
ez 7eZ ieN
D W (Y capsy o = FE o icapa )] (2a)
77eZ ieN
st A8, <A, VzeZteT, (2b)
0<A <A, VzeZ, (2¢)
0<AM <A, V™eZM, (2d)
0<Am < /lg';‘cm, VzeZ, 7" eZ™, (2e)
0< A% <A%, VeZ, (20)
0< A <A, VzeZ2"eZ" (2g)

2.4. Interconnection operator 10

The interconnection operator, 10, decides on the transmis-
sion capacity and facilitates the energy flows over the intercon-
nector between two zones, yio = (icap., f;,,) € Xio’. The

2For readability, the interconnections are described by a single agent operat-
ing all interconnections. However, the presented problem is separable into one
agent per interconnection, z — z’, which would result in the same equilibrium.

- capi and the de-rated interconnection capacity F3;". - icapy ;.

operator decides on the energy flows, f7, , from z to z’. The
utility function of the operator represents the sum of revenues
minus the cost of investment (3a). The revenues include the
energy price arbitrage and transmission rights for participation
in neighboring CMs®. The energy price arbitrage is the price
difference multiplied with the transferred energy. The energy
flows are limited by the interconnection capacity, icap, . (3b).
This yields the following mathematical formulation:

max Mo (x10, AMo) = Z Z Z Wi (B, =) frvs
XIO€A10 eZ 7eZ 1€T
3% e
€Z 7eZ
+ Z Z Al - Flo -icap;s
ZGZ ZSTE.ZM'
+ Z Z /l;r;cm : zzc"‘ : icapz,z“m? (3&)
z€Z FMeZem
st0< f,, <icap.y, W), VzeZ 7 eZteT, (3b)
icap,y >0,Vze Z,7 € Z. (3¢)

2.5. Generator (G)ien

Each generator, G;, takes the decision on the offered mar-
ket volumes and the installed capacity, x; = (gi» ¥iz» capf,fz’zs,,
caplucm, cap;;) € X;. The decision is described by a util-
ity function (4a) that represents the revenues from the differ-
ent markets and the costs for generation, CSZ, and annualized
investment costs, C},Z. Additional costs emerge from the trans-
mission rights to offer capacity in a neighboring market zone
with a CM. The revenues are the market volumes multiplied
with the prices.

— G
max (i Awo) = 3 [ D Wi (28, = €2 gues + -1

€Z T

—Cl! -cap;; + Z (A5 = ) - capy’ s
\I’EZ\I’

3 A discussion about the congestion rents from the energy-market and trans-
mission rights for capacity used to justify investments in new transmission ca-
pacity can be found e.g. in [29].
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D IRV NE capi’z'fzcm], (4a)
ZC"\eZCl“
St gizy < Aizy - (capi, — Z capy. ), Wiz

Vze ZteT, srez (4b)
izt < izl T Ri,z . (Capi,z - Z capi;,zsl‘)s (p:\zt)7

Vze Z,teT, st (4c)
8izt 2 iz — Ri - (cap;, — Z capffzyz\,), (.p:z,t)’

Vze Z,teT, srez (4d)
re< ) W FL g (), V2€ Z, (de)

€T
capl o < F}l - capiz, (W), Vz€ Z,2" € Z7, (4)
capiTon < FiTem - (capi, - Z cap;’. ), (Mi.),

Vze Z,2™ e ZM, s (4g)
8i.:20,VzeZ,teT, (4h)
tizcapi; 2 0,¥z € Z, (41)
capten 2 0,2 € Z™, (4)
capy. « 2 0,VY7" € Z%. (4k)

The energy output, g;.,, is limited by technical character-
istics including the ramping (4c)-(4d) and the overall installed
capacity (4b). If capacity is sold exclusively to the SR, cap;’. .,
the capacity cannot be used for energy output or in another CM.
The RES injection, r;, is limited by the generated energy mul-
tiplied with a participation factor, F;_ (4¢). Similar de-rating
factors, F}" ., F;7 . are applied for the offered capacities to

as caps™ .., are

a CM (4f)-(4g). The offered capacities, cap?fz . P
identified by the zone of investment, and the zone in which the
CM is implemented. Note that in contrast to the SR (4f), the
offered capacity to one capacity market is not limited by ca-
pacities offered to other capacity markets (4g). In other words,
capacity can be offered to multiple markets and the de-rating

should take care of unintended effects.

2.6. Consumer c

The consumer, ¢, maximizes its consumer surplus, IT., across
all markets based on the decision variables y. = (dzl, l;l, I,
d;ﬁ, l;mm, l;ﬁr, gzir’t) € X,.. The consumer surplus is the served
volumes valued with the difference of the price cap and the
clearing price. The demand on the markets for RES and the
SR are assumed inelastic. Consequently, the decision variables
are the unserved volumes, I, lzi,, that occur if the prices reaches
the respective price cap, /TQ, E The SR is activated (g3, > 0)
if the energy-based price reaches its price cap. The € is set
marginally small and ensures that the model choses the SR ac-
tivation above ENS. The volume of activation is limited by the
contracted volume of SR (5d).

For the energy and capacity market, sloped demand curve
are modeled. The resulting price-sensitive demand levels, d,
dgm and the unserved demand, £, 1;53, must meet the demand
curve (5¢),(5b). We assume a simplification of the capacity de-
mand curve by using a uniform slope. A model formulation
with a piecewise downward-sloped is presented in [18]. The

mathematical formulation yields the following equations:

max 1 (e Avo) = ) [ = 20) - (D5 = )|

2€Z
2 3| -2z o - )
Zsrezsl'
DN DI RCREESSRCETA]
€Z 1T -
N DI R e
MMeZs T teT
+ > [1/2 (A = ) - (S + Djé“m)], (5a)
Zemezem I
Stodin + Lom = A /MG — Bian [Mian, (W3m), Y27 e Z",  (5b)

e
it

with M = = , B =A% — M - DI V™ € Z°,

D&Y - D&,
dS,+ 15, = A5, /M: = BS,IME, (o), V2€ Z,teT, (5¢)
with BS, = A% - M? - DS, ,Vz€ Z,t €T,
g, S DN L N e ZM1eT, (5d)
gk BN >0,V € Z¥, (5¢)
E>0,VzeZ, (50
dim, Iim 2 0,2 € Z°, (52)
a0, >0Yz2€Z,1eT. (5h)

3. Case Study: Three Interconnected Markets

This section discusses the case study for which the proposed
model is applied. First, the scenario-independent data and as-
sumptions are presented. This is followed by an introduction
to the compared scenarios. We distinguish a reference scenario
and three different scenarios that built up logically. Focus is
put on implicit and explicit cross-border participation and the
de-rating of the interconnection capacity.

The proposed model is suited for multiple market zones.
However, we focus on three market zones in order to simulate
the three different market designs, energy-only market (EOM),
SR, and capacity market. The objective is to highlight obser-
vations that can be transferred to general policy guidelines for
harmonization and the setup of cross-border participation. Con-
sidering other combinations of CMs, or choosing market zones
with different available technologies, or eventually simulating
the European market area could be a valuable application of the
proposed model in future studies.

3.1. Data and Assumptions

Three market zones (A, B & C) create an interconnected
market area. Fig. 3 visualizes the three market zones and the
available interconnections used for the exchange of energy and
capacity. The three market zones differ in peak demand and to-
tal energy demand. Markets A and B are relatively small com-
pared to market C, which is about three times the size of A or
B.

We assume that the RES target is equal in all zones. In
each zone, 40 % of the energy must be generated from domes-
tic RES. There is no trading of RES certificates across borders.
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A shared market for RES certificates would reduce the need of
RES capacities as they can be installed in the most favorable
markets. An even higher target, pointing at future policy tar-
gets, would emphasize the role of capacity markets because of
decreasing energy prices and increased dependencies on price
spikes. In that case, the conclusions on the inefficiencies in Sec-
tion 4 would remain valid or are even emphasized.

In each zone, a low demand flexibility in form of a low in-
verse price-elasticity of M=-40€/MWh? and a reference price
A%#=55€/MWh is assumed. The reference price is assumed a
weighted average price for energy given the conventional tech-
nologies and their variable cost. Moreover, the demand flexi-
bility is the same for all time steps. The impact of increasing
price elasticities on the generation mix is discussed in [20].

An increased flexibility of the demand side, i.e., a flatter en-
ergy demand curve, could also lead to lower capacity demand
levels. We have chosen a low flexibility because in current
practice those contributions are only limited taken into account.
During the assessment of the capacity demand, they are mostly
assumed hard to predict. An additional study on the impact of
demand flexibility would be very valuable, especially focusing
on peak demand flexibility.

In between all market zones, an arbitrary interconnection
of 3000 MW is assumed. For this case study, we assume that
the interconnection capacity is fixed and the IO does not take
transmission investment decisions. The complete installed in-
terconnection capacity can be used for energy trading in both
directions. The interconnections also facilitate the cross-border
participation of capacity in a CM if applicable. In an equi-
librium, if the de-rated interconnection capacity is binding for
cross-border participation, the capacity congestion rents, A7 %,
have the same value as the capacity price, AZn. Consequently,
the additional revenues does not end up with the generators in
the neighboring market, but with the interconnector. A follow-
up case study might therefore take into account investments in
interconnection capacity that follow market signals. A similar
case study on changing interconnection capacities is presented
in [19].

Three conventional technologies (Base, Mid, Peak) and two
RES technologies (PV, Wind) are available in each market zone.
Each technology is represented by an individual generator G;*.
The input parameters for the technologies in Market A are given
in Table 2. Each technology of the same type is assumed to
have the same ramping capabilities in all zones. However, we
assume a slight difference in variable cost, C' G and annualized
investment costs, C, among the markets. These cost differences
can for instance be related to differences in taxation policy, pri-
mary fuel markets, level of competition, etc. The difference is
assumed symmetrically 5% relative to Market A and given in
Fig 3.

The demand, wind and solar profiles are taken from Bel-
gium, The Netherlands, and GB for the year 2015. The demand
profiles are obtained from the ENTSO-E transparency platform
[30]. The solar and wind profiles are taken from the EMHIRES

4 A portfolio approach of multiple technologies in one or more market zones
is not part of this study. This could be an interesting extension of case study.

RES Target: 40%
Peak: 57.6 GW
Demand: 325.8 TWh
3000

5% higher C¢ | B=
5% lower C! lcapc(;

RES Target: 40%
Peak: 19.3GW
Demand: 97.7 TWh
5% lower CO

5% higher C"

RES Target: 40%
Peak: 13.7GW
Demand: 86.5 TWh

Figure 3: Model set-up with three markets and interconnection capacities
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Figure 4: Load Duration Curves (based on 30 representative days)

datasets [31, 32]. In order to maintain computational feasibil-
ity, 30 representative days are selected based on [33]. Each
representative time step is associated with a weight, W;. The
resulting load duration curves are displayed in Fig. 4.

3.2. Scenarios

The case study defines a reference scenario and three suc-
cessive scenarios. The last scenario has two subparts distin-
guishing implicit and explicit cross-border contribution. Ta-
ble 3 gives an overview of the scenario and the associated as-
sumptions. The following sections give a motivation for each
scenario. The numerical values of the target capacity demand
presented in the Table 3 are a result of the energy-only market
scenario, EOM, and are discussed in details in Section 4.1.

3.2.1. Reference scenario: Central planning — REF

The reference scenario, REF, forms the baseline for the fol-
lowing scenarios. In this scenario, an EOM without a price
cap and a market for RES certificates define the market setting.
For our given case study, the outcome of this scenario coin-
cides with a cost minimization as done by a central planner.
The result yields minimum cost and no ENS. In an equilibrium,
the energy price can reach sufficiently high price spikes in the
hour, which is most constraining for the system combining all
demand and RES profiles. It is sufficient to ensure cost recov-
ery of all generators. In studies assuming a more price-elastic
demand or storage applications, ENS might already be avoided
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Table 2: Input parameters for case study (based on [34, 35])

Type c3 Ci, Ri; 2WAia:  2WAip, X WAic, Fi. F o Filem
ieN [€MWh] [€MW.year] [Fe/h] [Wyear]
Base 36 138000 50 8760 8760 8760 0 1 1
Mid 53 82000 80 8760 8760 8760 0 1 1
Peak 76 59000 100 8760 8760 8760 0 1 1
PV 0 110000 - 1131 1015 866 1 0 0
Wind 0 76500 - 2040 1916 1346 1 0 0
Table 3: Scenario design for the different market settings Dccm#‘im, is set equal to the residual peak demand as described in
- - - Eq. (7). In addition, this demand takes into account the contri-
Scenario Markets Price cap RES Target capacity Cross-border . i . .
energy market | target | demand [GW] contribution bution from imports during the peak hours. The residual peak
2‘:}; } Al EOM } W} } Not applicable } Not applicable demand is calculated as follows:
MIX | A:EOM;B:SR:C:CM | | 40% | B:0.026:C:47.1 | . .
CMyy, | \ 000 AR \ | A:9.9:B:12.1;C:47.1 | fmplicit ng#’lm = max (dzt + l Z 8i zt) @)
all CM — t
cCM,, | | | | A:12.9;B:16.2;C:48.2 | Explicit €(PV,Wind)

without prices exceeding the price cap introduced in the next
scenario.

3.2.2. Scenario 1: Energy-only markets with price caps — EOM

The first scenario, EOM, is set up as three coupled energy-
only markets. It only differs from the reference scenario, REF,
in the implementation of a price cap in each energy market, /l_f
equal to 3000 €/MWh. Additionally, the results of this scenario
are used to define the capacity demand curves for the SR and
the centralized capacity market based on the occurring ENS for
the consecutive scenarios.

3.2.3. Scenario 2: Patchwork of capacity mechanisms — MIX

The second scenario, MIX, reflects the current developments
in the European electricity market landscape. Individual market
zones implement CMs that are not necessarily harmonized.

We assume that market B decides to implement SR (Fig. 1¢)
because of observed ENS in EOM. The system operator uses
the result of EOM for determining the necessary SR volume
to avoid ENS. The volume, D™, is defined as the gap be-
tween the residual peak demand and the installed conventional
capacity in market B in scenario EOM as described by Eq. (6).
The residual peak demand is defined as the maximum demand
reduced by the generation from RES. The demand implicitly
takes into account possible contributions from imports during
the peak hours. As such, the sizing of the SR requires perfect
foresight on RES and import contribution. The volume is cal-
culated as follows:

srim __ e e
DM = max|\d;, + [, - 8izt|— capi;.
: : s

i€{PV, Wind} ieN

(6)

The price cap for the SR, /li,, is set equal to the CONE which
is assumed the investment cost of the Peak technology C! Peak.B"
Market C also observes ENS in EOM and introduces a ca-
pacity market (Fig. 1d). The demand curve of the capacity mar-
ket in market C is defined by two points. The target demand,

The target price, /lcf‘.,}# is set to the Net CONE, which is as-
sumed 40 % of the CONE in market C, C! Peak.c- The minimum
and maximum demand are symmetrical to the target demand at
97 % respectively 103 %. The price cap is set to the CONE.

Market A remains an EOM. Other combinations of market
designs are possible but not part of this case study. This sce-
nario serves to highlight inefficiencies of non-harmonized CMs,
which could also occur for other combinations.

3.2.4. Scenario 3: Harmonized capacity market — cCM

The last scenario, cCM, represents a harmonized approach
for CMs. In contrast to MIX, each market zone implements the
same CM, a capacity market. Explicit cross-border participa-
tion is allowed to the extent as the interconnection capacity is
de-rated by the factor, F7%,. We determine the target capacity
demand /1252# either con31der1ng the import flows or not. Again,
the values are determined based on the results of the second
scenario, EOM, as this scenario is assumed the motivation for
the implementation of capacity markets.

First, we assume that the residual demand can be covered by
a combination of domestic and non-domestic generation. The
capacity demand, DS™**, is set to the expected peak demand
of the zone which can be covered both by domestic and non-
domestic capacity in a market with explicit cross-border partic-

ipation. We denote this sub-scenario cCM,,. We exclude the
cm#,ex

import during peaks. The residual peak demand, D7 , 1s cal-
culated as follows:

#ex _
DI = max (d;, +1I5, - Z Gizt ¥ Z ) 8)

i€{PV,Wind} 7€l

Second, we assume that the residual demand implicitly takes
into account contributions from capacity in neighboring mar-
kets reflected in the energy flows during peak demand. This
would yield a lower capacity demand, DS™™, that needs to be
covered by domestic capacity. The target demand, pEmim g
defined by Eq. (7). We denote this sub-scenario cCM;,,,.
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Figure 5: Comparison of scenarios grouped per market

For both sub-scenarios, the target prices and price caps de-
pend for each market zone on the CONE, i.e., the fixed cost of
the Peak technology, C},eak’z. The Net CONE is assumed 40%
of the CONE in each market.

4. Results and Discussion

In this section, we discuss the results of the case study. The
first part focuses on the comparison of the scenarios. The sec-
ond part discusses the impact of cross-border participation and
the de-rating of the interconnection. The scenarios are com-
pared along the average cost per energy, the reserve margins,
and the changes in energy flows and installed capacities in the
three market zones A, B and C.

4.1. Impact of harmonizing capacity mechanisms

We first compare the different market settings represented
in the scenarios. The description of the results is followed by a
discussion.

4.1.1. Comparison of market settings

In order to assess the scenarios, the average cost for served
electricity, the reserve margin and the ENS are compared. The
average cost of electricity, AC,, describes the total cost faced
by the consumer across all markets (energy, RES, availability)
divided by the served demand. Additionally, the total cost in-
cludes the cost of ENS valued by a moderate Value of Lost

Load (VoLL) of 10000€/MWh. The average cost is reported
per market zone or combined for the whole system. In the com-
bined case, the total cost are divided by the total served demand.
Formally, the average cost is calculated as follows:

Ac, = EDEm D)+ AT (DY I + - 7
' Zte’]’ Wt : dZ;
+ ZtE‘T W - /lzt : dzt + Zte‘T W, - VoLL - lzt )
e Wi - dg,z

The reserve margin, RM,, is calculated as residual peak de-
mand divided by the installed conventional capacity. The com-
bined reserve margin of all market zones is based on the ag-
gregated residual demand of the system. Note that, this is not
necessarily the same as the sum of individual residual peak de-
mands. Formally, the reserve margin is calculated as follows:

[€/MWh]  (9)

max, (dZ, + 15, = Zielpv,wind) gi,z,t)

RM, = -100%. [%]  (10)
Dlien Capiz — Zie{PV,Wind} capi,
The ENS, ENS _, is calculated as follows:
ENS.= ) W[, [MWh (11)

teT”

The top row of Fig. 5 shows the average cost, AC;, for all
market zones. On the x-axis, the different scenarios are listed
grouped per market zone. The middle row of Fig. 5 shows the
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reserve margin, RM,. The bottom row of Fig. 5 displays the
ENS, ENS ., for each market. We evaluate the scenarios using
these three indicators in combination. In order to analyze the
impact on the operation of the system, the energy flows over
the interconnections is displayed in Fig. 6a and the changes of
the generation mix is shown in Fig. 6b.

From a system perspective, the reference scenario, REF,
shows the expected outcome. It achieves a system reserve mar-
gin of 100%, the ENS is zero, and the combined average costs
are lowest. A 100% reserve margin in the individual markets
is not targeted. This indicates the benefits of market coupling.
Generation technologies are used and shared optimally in terms
of energy, and implicitly in terms of capacity among all market
zones. The cost differences among the markets are caused by
the demand profiles and different the variable and fixed cost.

In case of energy-only markets with a price cap, EOM, the
generation mix results in ENS in all markets (bottom Fig. 5).
Due to the price cap, revenues from the EOM are not sufficient
to generate incentives for adequate investment. The combined
reserve margin decreases below 100%, because of a reduction
of installed capacity mainly in market C. Fig. 6a shows the ad-
justed energy flows across the interconnections, which causes
markets A and B facing ENS. Based on scenario EOM, mar-
ket B implements few SR of 97 MW in MIX. Market C puts a
capacity market in place with a target demand of 45.52 GW.

Surprisingly, the combination of CMs, i.e., scenario MIX,
yields worse results. Although market B implements SR, the
ENS in market B is higher than in EOM. This can be explained
by the fact that both CMs in B and C lead to a shift of capacity
from market A to market C (Fig. 6b). Market A’s capacity is
reduced due to increased imports. Market C’s generation mix
changes due to a partial shift from energy- to capacity-based re-
muneration. In combination, this results in reduced flows from
market A in times of scarcity in market B. As such, the sizing
of the SR should anticipate on these changes, which highlights
one of the challenges when introducing SR. Market C is not
negatively affected as its capacity market leads to a domestic
reserve margin above 100%.

The two last sub-scenarios, cCM,, and cCM;,,, show very
different outcomes, although both scenarios implement a har-
monized approach of capacity markets. The main difference
originates from the determination of the demand curve and the
allowance of cross-border participation.

In case of explicit cross-border participation, cCM,,, the
capacity demand is higher, but also the supply of capacity is
higher in each market because the additional non-domestic ca-
pacity can participate without de-rating. Consequently, prices
for capacity remain very low and the share of remuneration
from capacity is limited. The generation mix is hardly affected
and shows similar capacity changes as in EOM (see Fig. 6b).
The purpose of the capacity markets is not fully achieved, as
there is ENS. In the current situation, the contribution of avail-
ability from other markets is overrated. The assumption that
capacity can be offered in multiple capacity markets in parallel
leads to a situation of capacity shortage during scarcity. The
de-rating of 100% is a too optimistic assumption. This has the
consequence that the system reserve margin drops below 100%.

10

The interaction of offering capacity in multiple markets and the
de-rating is discussed in more detail in Section 4.2.

The case of implicit cross-border participation, cCM;,,, which
does not rely on participation from non-domestic capacity, shows
a different result. Due to the limitation of capacity supply to the
domestic market, the scarcity signal is transferred from the en-
ergy to the capacity market. The value of availability is shifted
to the capacity price. Therefore, the energy prices are reduced
and reflect only the variable costs; also during peak demands.
Consequently, the shift of remuneration from energy to capac-
ity also affects the choice of technologies (Fig. 6b). Indirectly,
this shift also affects RES. The reduction of Wind capacity is
because energy prices are lower during scarcity. While it was
beneficial in the previous scenarios to install more capacity, cur-
tail if necessary and benefit from high prices shared across the
zones, this incentive is gone and the capacity is reduced. This
effect is also discussed in detailed in [18].

In terms of average cost, reserve margin, and ENS this sce-
nario, cCM,,,, shows similar results as the optimal scenario,
REF, yet, the generation mixes are different and consequently
also the average costs in the individual markets differ. Note
again, that the scenario relies on correct assumptions about the
imports during the scarcity hours to parametrize the capacity
demand curve. A sensitivity analysis on this assumption is done
in Section 4.2.

4.1.2. Discussion

The results of our case study show that the configuration of
market designs in the three markets has only limited impact on
the average cost given the used parameters. Therefore, this re-
sult is not generalizable. However, closer analyses of the results
reveal that in terms of changing generation mixes and levels of
reserve margins differences emerge from the market designs.
These effects are not directly dependent on the chosen param-
eters but on the analyzed market designs and are therefore of
more interest.

Given the assumed approach to determine the capacity de-
mands from EOM to MIX, a resulting patchwork of CMs yields
more ENS. At the same time, it yields highest average costs.
The result shows that the determination of the capacity demand
cannot be done independent from adjacent markets and their
choice of CM and the resulting cross-border contribution. How-
ever, the estimation of the capacity demand used in the scenario
MIX is very simplified and based on the outcome EOM.

Consequently, when considering implicit cross-border con-
tribution, the assumption is made that under the new market
schemes this contribution stays unchanged. This leads to wrong
estimates with negative effects, like increased cost or ENS. Both
markets, i.e., those with and those without a CM, can experi-
ence these effects. Nevertheless, this does not exclude the pos-
sibility that there might be situation for which it is beneficial to
make best use of different CMs. However, this requires a coher-
ent and coordinated approach to make best use of cross-border
participation as described in [19].

Interestingly, the two scenarios with harmonized capacity
markets show very different results. The decision for an im-
plicit or explicit participation of non-domestic capacity should
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Figure 6: Results for energy flows and installed capacities

be taken with the long-term consequences on the remuneration
and generation mix in mind.

Given our case study, an explicit participation model yields
in similar results as EOM. Although the capacity demand is
higher, the cross-border capacity supply tends to lead to over-
all lower prices for capacity, leaving energy prices to represent
scarcity during peak demands. Crucial for a good result in terms
of cost and ENS is the de-rating of the cross-border participa-
tion that needs to limit the participation based on the estimated
energy contribution during peak demand.

An implicit participation, assuming that the contribution is
estimated correctly, leads to high prices on the capacity market
determined by domestic capacity. Consequently, energy prices
echoing the variable cost of the price-setting technology are
possible. Because of changing RES capacities, technologies
that are more flexible might be necessary. In the case study,
these shifts yield a different generation mix. Crucial for a good
result is the estimation of the capacity demand that implicitly
assumes the contribution during peak demand. For both par-
ticipation models, these crucial estimates are worth a closer as-
sessment in the next section.

4.2. Impact of estimated cross-border participation

After assessing the different market settings, we aim at quan-
tifying the cost of lack of coordination or wrong estimation of
possible contribution for a given scenario. To this extent, a sen-
sitivity analysis starts from the assumptions that three different
market zones have agreed on a common CM, namely a capacity
market in each of the market zones. In a next step, there are two
options to determine the capacity demand. This can be either
done assuming implicit participation or explicit participation.
By highlighting the impact of wrongly estimating the de-rating
of the cross-border contribution, the results reveal some poten-
tial pitfalls. Same as in the previous section, the description of
the results is followed by a discussion.

4.2.1. Implicit and explicit cross-border participation

The sensitivity analysis on the de-rating of the cross-border
participation is done for harmonized capacity markets. Again,
we compare the average cost, AC,, the reserve margin, RM,,
and the ENS, ENS . The results are shown for the combined
system in Fig. 7. The results for the scenarios REF and the
EOM are shown as guidelines.
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For the case of an implicit participation, the de-rating factor,
FZ%n, is increased, i.e., more and more non-domestic capacity
can participate although the contribution is assumed to be al-
ready taken into account in the capacity demand. The coincid-
ing scenario with implicit participation in the previous section,
cCM,;,,, equals the 0% and is located at the left in the graphs.
Obviously, an implicit model does not foresee cross-border par-
ticipation, but relaxing the de-rating factor would be the same as
assuming that the implicit contribution was increasingly over-
estimated.

The results of the case study show that already for a small
deviation from the de-rating of 0%, the reserve margin drops
below 100% (Fig. 7b) resulting in ENS (Fig. 7c). This comes
with increased average costs (Fig. 7a). This can be explained
with too much capacity offered compared to the low capacity
demand already taking into account implicit cross-border par-
ticipation. The consequence is a low or zero price for capacity
and increasing energy prices, eventually hitting the price cap.
At that point, in the case study at 30%, the results for cCM,,, are
equal to those of EOM. The total installed capacity decreases to
the level of the scenario EOM. It remains at that level resulting
in the same results for the reported indicators.

In case of the explicit participation, we can observe two de-
viation because of wrongly estimating the cross-border partic-
ipation. Starting from 100%, the de-rating factor of the inter-
connection, Fg";im, is decreased, i.e., the contribution of non-
domestic capacity is reduced. The coinciding scenario with ex-
plicit participation in the previous section, cCM,,, equals the
100% and is located at the right end in the graphs. Between
the values of 60% and 100% for our case study, the contribu-
tion is overestimated. The results show the same outcome as
in the case of implicit participation with cross-border participa-
tion. The same reasoning can be applied.

Below a de-rating of 20%, we observe an opposite behav-
ior because the cross-border contribution is underestimated due
to a too conservative de-rating. Because capacities from neigh-
boring countries are not utilized to their full value to cover the
capacity and energy demands, inefficient investment takes place
that leads to an reserve margin above 100% (Fig. 7b). Conse-
quently, the ENS is reduced to zero (Fig. 7c). However, this
comes with a cost increase (Fig. 7a).

In between 20% and 60%, the de-rating yields some inter-
mediate results. Note that in our case study a unified de-rating is
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Figure 7: Results for the combined system dependent on changing de-rating of the interconnection capacity

applied, e.g., the interconnection A—B is de-rated in the same
way as B—A. This means that capacity could be exchanged
in both directions to fulfill capacity demands. If the de-rating
should account for the energy flows during scarcity situation, a
more detailed approach would be necessary.

For example, if the optimal flows of the scenario REF would
be baseline, the de-rated cross-border participation should be
limited for the three interconnections to the following values:
Ff“’“cz7.44%, F%"‘}‘:E».Sl%, F%‘f‘cz61.30%. The opposite direc-
tions should be de-rated to 0%. However, this would assume
that the energy-based flows would not change which again is
not a given. This underlines the need for a harmonized ap-
proach to a capacity market, and more important to a common
approach for generation adequacy assessments and for an effi-
cient estimation of cross-border participation.

4.2.2. Discussion

The results from the de-rating of interconnections empha-
size the need for harmonization. This is independent of the
chosen method to facilitate cross-border participation. There is
a possibility to over- or underestimate the contribution of non-
domestic capacity in a CM, which has negative consequences
for the average cost, reserve margin and ENS.

Underestimating the contribution of non-domestic capacity
leads to an inefficient over-investment in capacities, which leads
to an increase of the average cost. This is the result of either de-
rating interconnection capacity too conservative or setting the
capacity demand too high.

Overestimating the contribution of non-domestic capacity
increases the chance of ENS because investment of capacity is
too low to reach a reserve margin of 100%. Such an overestima-
tion of cross-border participation is the result of a too optimistic
assessment leading to a double counting of available capacity.

The chance of wrongly estimating the cross-border partic-
ipation is higher if markets do this assessment individual. A
common and harmonized approach is recommended. A com-
mon de-rating of the interconnections or a common estimation
of the implicit demand identifies the direction of cross-border
participation that also reflects the energy flows during scarcity
situation. A major challenge, for both the implicit and explicit
participation, is the estimation of these resulting energy flows
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during the determination of the capacity demand and the de-
rating. As transmission system operators are typically assumed
risk-averse, they would prefer a more conservative approach.
This could lead to higher cost for consumers.

5. Conclusions

Next to the general discussion on the need for capacity mech-
anisms (CMs), the harmonization of CMs and the facilitation of
cross-border participation is currently on the agenda of policy
makers. Two methodologies for cross-border participation are
discussed. An implicit participation already takes into account
contributions from neighboring markets during the determina-
tion of the capacity demand. Alternatively, an explicit partic-
ipation allows non-domestic capacity to participate directly in
the CM that reflects the total demand for capacity. In this pa-
per, a market model based on non-cooperative game theory is
proposed in order to assess the impact of the different method-
ologies of cross-border participation and related challenges.

Different market settings for three market zones are exam-
ined for a specific set of market parameters. In the presented
case study, a patchwork of CMs shows highest average cost, at
the same time the highest volume of Energy Not Served (ENS)
and lowest reserve margin. This is, however, the result of a
very simplistic approach to account for cross-border contribu-
tions under changing market settings. Because of investors’ re-
actions to the introduction of CMs, these changes need to be
taken into account a priori during the determination of the ca-
pacity demand. In reality, this requires an ongoing adaptation
of the market parameters as response to surrounding markets.

The results for a harmonized approach of CMs show that
there is a chance of under- or overestimating the cross-border
participation, which leads to economic inefficiencies. These
are over-investments resulting in increased costs because of too
conservative assumptions about the non-domestic contribution.
In turn, insufficient reserve margins because of double counting
of capacity across multiple markets result in too low capacity-
based remuneration and a decrease of installed capacity.

The case study points out that a common and harmonized
approach to represent non-domestic capacities is beneficial. In
general, we show that a common methodology for de-rating
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interconnection must take into account resulting energy flows
during scarcity situation. Moreover, long-term changes in gen-
eration mixes due to CMs must be considered. The major chal-
lenge, for both implicit and explicit cross-border participation,
is a proper determination of the capacity demand and de-ratings.
Policy makers and regulators need to find a balance between
an under- or overestimating the value of non-domestic capacity
with the above described consequences.

For this paper, the case study is limited to a number of gen-
erators. A more flexible demand or strategic acting of market
participants could provide additional understanding on how dif-
ferent market designs behave.

To highlight the role of other market participants, the model
could be extended in several ways. For instance, the decision-
making for interconnection investment could be studied based
on energy- and capacity-based remuneration similar to the ap-
proach proposed in [29]. This would show the long-term de-
velopment of interconnection capacities under different market
settings. In combination with a more detailed representation
of the grid, even more realistic long-term studies could be exe-
cuted. Addressing the discussion of delivery under uncertainty
would further emphasize the impact of CMs on the system op-
eration in real-time. An extension of the model to a stochastic
equilibrium model with higher temporal resolution could elab-
orate on potential mismatch between contracted capacity and
availability in operation.

Studying the role of authorities and system operators to se-
lect market mechanisms and set capacity demands is very im-
portant. A game-theoretical model that incorporates a hierar-
chical decision-making could explore a system operator antici-
pating the reactions of market participants during setting capac-
ity demands and de-rating factors. This might even reveal that
under certain conditions a mix of CMs is beneficial. A model
extension could elaborate on the impact of being conservative
or risk-averse in selecting de-ratings. This could be an exten-
sion to study the impact of risk-averse generators in capacity
markets as described in [36].
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